CHAPTER 30
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Overthe years the most serious macroeoonomlc problems
have been those resulting from the swings-of the business
cycle:-Learning.What determines the’ equilibrium leve! of
redloutput and prices In an ésonomy. and what causes
them: fofluctuate makes it possible'to-find ways 1o achieve
maximam otitput, full employmet,-arid- stable- prices. In
short; ‘Tnactogdonomic principles can suggest policies to
control both recession and inflation’ in an economy.

“-AS. you wm discoVer in.Chapter 30,-the Federal gov-
ernment: may use fiscal policy; changes in government

- . gpending.or taxation; to influence-the. economy’s output,

employmerit;.and ptice level. The chapter first discusses
discretionary-fiscal po!rey to show how-it. aﬁects aggregate
demand.*Expansionary ‘fiscal pohcy is-used to stimu-

by -increasing -government. ependrng, “decreasing iaxes,
or some combination of the ‘two. Contragtionary fiscal
policy i5 enacted to; *counter inflationary. pressure in the
econorriy by cutting government spend:ng, rarsrng taxes,
or a combinafion-of te two.™-

Dlscretronary fiseal-palicy requires:that Congress take
actionto ehangetax rates iransfer paymentprogrems or
purchase goodsiand sefvices: Nondiscretionary-fiscal
policy.does not require Congress o take any-action.and
is*a:built-in: stabilizer for the.economy. ‘The economy
" has & progreserve tax system that provides such auto-
matic’ of ‘builtin ‘stability..When GDP increases, net-tax
‘revenues wil incredse 1o reduce inflationary- pressure

stimulate-the:economy. .. -

.To evaluate the direction of fiecal pollcy requrres un-
derstanding of the: standardized budget and the. dis-
tinction between a cyclical deficit and a- standardized
deficit.-This budget analysis enables econdmists to de-
termine. whether Federal fiscal pohoy is expansionary,
contractionary, or neutral, and to determine what. policy
should. be enacted to improve the economy’s economic
petformance. From this budget analysis you: -will .gain
insights’ into the coutse. of U 3. fiscal pohoy in recent
vears.

Fiscal' pohoy is not ‘without its -problems, criicisms,
or-complications. There are: fiming problems in gett:ng it
implemented. There are political considerations. i in.getting
it accepted by polilicians-and voters.. ti‘the fiscal policy
is temporary rattier than permanent it is’ ‘thought 'to ‘be
less effective, Some economists criticize the: borrowing of
“money:by.the Federal-government for expaneronery fiscal

crowd out mveeiment speriding, thus réduciiig the policy

late"thé ecopomy and pullit-out of & Slump-or recession’

and when GDP:declines, net tax revenues will fall to’

policy -béeause they-think it will raise interest rates and °

le% E@e@eﬁﬁeg amel Debst

effects The debate over the value of fiscal pollcy is an
ongoing ohe as you will learn from.the Ghapter.
Any budgst surplus or deficit from. a change in fiscal

policy affects the size of the'publi¢ debt’ (often-called the

national debt). Over the years the United States accurmu-
lated a publrc debt that now totals’ slightly morethan $9

- triflion. This debt increased because budget deficits acgu-

mulate.over time and are not offset by budget: surpluses;
The size of the public debt is placed into perspective by:
(1) describing who ‘owns the debt; (2) companng it (end
interest payments ot the debt) to thé size of the .economy
(GDPY; and (3) loaking at the sizes of ihe publrc debt m
other industrial nations. '

The last sections of the' chapter examine the economic
implications or-consequences of the public debt. These
economic problems do not inciude bankrupting the Fed-
eral government because the: government.can meet its
obligations by refinancing-ard taxation.-Nor: does--the
public debt simply shift the gconoiic -burtden to -future

' generations because the public ‘debt is a pubhc erédit for

the many people who hold that debt in the form-of U.S.
eecurstles. Rather, the public debt:and payment of interest -
on the debt contribute to important probl‘ems increased
ingquality in income, reduced’ incentives for'work and pro- .
duction, decreased standard of fiving when -part of the
debt is paid to foreignets, and the possrble crowdlng out
of private investment.

B CHECKLIST

When yoli have studreci thls chapter you should be able to

O Dis’ungmsh between chscre’uonaw and nondrscretronary .
fiscal:policy. :
O Explain -expansionary fiscal policy on. aggregate de-

.mand when the price level is inflexible downward.

O Compare and contrast an expansionary fiscal. policy
through mcreased government spending or degreased
taxation.

1 Describe contractionary fiscal polroy ory eggregete de-
riand when the price level is inflexible downward.
{1 Compare and contrast a contractionary fiscal policy
through decreased government spendlng or. mcreased
taxation.

[1 Assess whether itis preferable te use govarnment spend-
ing-or taxes 1o counterrecession and. reduce’inflation.

‘0 Explain the relanonshlp between net ‘rax revenues. and

GDP.
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0 Describe automatic or built-in stabilizers.and their- -

economic importance.
O Indicate how the built-in stabllrzers help to counter
recession and inflation.
[} Describe how automatic stabilizers are affected by
different tax systems- (progress:ve proportional, and
regressive). -
éé [] Distinguish beiween the actual budgst and the stan-
“dardized budget for evaluating discretionary fiscal policy.
Ol Describe recent U.S. fiscal pollcy using the siandard-
ized budget.
01 Describe projections for U S budget deficits and
surpluses, . .
O Use the, standardlzed budget fo evaluate dlscretronary
fiscal policy..

(- Explain how Social. Seeunty aﬁeots the size ofthe federal

budget.
0 Outllne three trmrng problems that may arise wrth tlscal

policy. -« :
[]. Discuss: the polltlcal oonsrderaltons affeotrng tlsca!

policy.
. o Exptaln how expectatlons -of polloy reversals in the
future change the effectiveness of fiscal policy,-
0 Describe how changes-in state and local finances may
offset fiscal policy at the federal level. .
IZl Explain the crowding-out effect of f:scal polrcy

0 Identify when the crowdmg—eut effect is or is not: hkely
fo.be-aproblem. .. . -
[0 Discuss current thlnkrng on flscal polloy

0 Explain- ihe . relationship of -budget defrcns and'

surpluses to-the public debt.

[ List:the: imajor types: .of owners of the. publlc debt

'] Compare the size of-the. public debt to GDP. :

1 Compare |nterest payments on the pubhc debt - to
GDP. .

: Comparg the uU.S.. pub!rc debt wrth those ot other .

industrial nations.
0. State two. reasons why a Iarge pubhc debt Wﬂl not bank—
rupt the federal government. .

O Discuss whether the public debt rmposes a burden on

future generations. -

[ State the effect of the publlc debt on :ncome
distribution..

1 Explain how the public debt affects incentives.

O Evaluate the differences between foreign and domestic

. ownership of the public debt. -

00 Pescribe the crowding-out eﬁeot from a public debt
3 State two factors that offset the crowding -out effect of
a public debt: -

3 List the 10 items.in the index: of Ieadrng economic in- -

dicators (Last Word).

Ei CHAPTER OUTLtNE

1. Frsca! polrcy corrsrsts of the changes made by the
Federal government in its budget expenditureés and:tax
revenues o -expand or contract” the-economy: In. mak-
ing these changes, the Federal government may seek o
ificrease trie economy’s real output and employment, or
control its rate of inflation. .

2, Flsoal pohcy 3 d:scretronery when changes in gov-

ernment spending or taxation are desrgned o change
the level of real GDP, employment, incomes, or the price

" level. The Council of Economic Advisers (CEA) advises .

the U.S. president on such policies. Specific action then

‘needs to be taken by Congress 1o initiate this ‘discretion-
-ary policy, in contrast 1o nondiscretionary fiscal polloy that-

accurs automatically (see item 3).
a. Expansionary fiscal policy is generally used to
countéract the negative economic effects of a reces-
sfon -of cyclical dowpturn in the economy (a decline in
real GDP and rising unemployment). The - purpose of
the policy is-to- stimulate the economy. by increasing
aggregate -demand. The-policy” will create a- hudget
deficit. (government spending -greater, than tax:rey-
enues) if the budget was.in balance before the. policy

..was enacted.. Assume. the price level is fixed. There
are three options for-increasing aggregate: -demand:
(1) The .govemment: can .increase. its:. dlscretlonary-
spending.- The. initial-in¢rease. fiom this- spending -will
‘be increased by ‘the-multiplier-effect.” Since the. price
level is fixed, real output wilk rise by the full extent of
the multiplier effect. - '

(2} -Another-option would he for the government to re-
-ducetaxes.. Some of-the tax cut would be.saved; but
some of it.would be- spent.- The-spert.poition. would

. provide an initial stimulus-to the. economy that would.
be magnified by the full.extent. of the rnultlplrer eﬁect

. sincethe price level isfixed. ' - d

(3) The -government may. o deorde to-use. somie: com=
‘binatiorr .of increased- government spendlng and tax

- reductions to increase aggregate demand.”

-b. Contractionary fiscal policy is-a restrictive form of
fiscal policy-generally<used to «correct an- inflation gap.
Assume that the.econemy is at-a full- employment level
of output. 1 aggregate demand increases (sh|ﬁs right-
ward), itwillincrease output and at the same-time pull up

.- output. prices -creating’ demand-pull inflation. If govern-
ment does nothirig,. input prices.will.rise in the long# tin
to match the increase in output-prices,.creating more
infiation: The purpose ‘of contractionary fiscal policy is to
reduce aggregate demand pressures that 'increase the.

~ price. Tevel. If the government budgetis balanced before
the policy Is enacted; it will' create a.budget surplus

. (lax-revenues are greater than- government spending):
The contractionary effect on the-ecanomy. from the initial

-reduction in spending from'’ ‘the policy will be reinforcéd
by the multiplier-effect. Three policy -eptions are- used,
but gecount :should -be taken of the’ ratchet effect. (the
.price levél is inflexible downward). : :
<(1) The government can -decrease spendlng lf ithe
price level is fixed because of the ratchet effect; the

. multiplier will have a full_effect in decreasing -output,
but there wiit be no, change in the price-level. Govern:
‘ment policy will. have to take into account this ratche
_effect to calibratethe decline. in aggregate demand«sc
it does not cause a recession: < vt

(2) The govemment canincrease taxes, The: amounto
the tax increase will needdo begreaterthan‘a decrease

- in gévernment spending becaiise some -ofsthe tax-in:
-crease.will reduce saving, and not just- consumptlon




- (3). Thegovernment-can use some combination of de-

.. creaged: govermnment, spending and mcreased taxes to
reduca aggregate demand.

¢. Whether: government, purchases or taxes shouild

“be’ altered ‘to reduce. recession and. contrel inflation

- depends on whether an,expansion, or.a contracnon of

) erpubhc sector.is desired.

h;\n,.

3.In he (Jg& ecanomy there are automatlc or-buitt-in

stabilizers th\‘t serve as nondrscrebonary or-passive fis-

cal policy, Such stabilizers work through net tax revenues -

{te. reveniues: minus, govefkment transfer. payments and

subsmtles) These nei tax reveniiés automalically .or pas-

sively.increase as. the.GDP rises .and. automatlca!ly of

passrvely decrease as:the GDP-’-faIts . -

-+ & The;economic: importance
. that itservesasa burlt -ih: stal
~the ong hand, it:reduces pure

. odsof prosperrty to counteract lncreases In aggregate’

.. demand that can: contribute 4o..demand:pul] inflation.
. .On the other-hand it expands purchasrng powet - (atter
taxincore) dunng perrods of declining. output ‘and hlgh
employment. ",
b. The degree of built-in stability,:in the £oonomy
depends on‘the” responslveness ‘of net tax revenues
+ fo. changes. in-GDBR:- AS-GDP. incredsgs) the average
. tax rates,will increas -priogressive.] tax.system,
. remain-constant:in :a:proportional tax:system,, and
decrease ina regresswe Jtax system ‘Thus; there is
-more built-in. stabrllty ar:net: tax responsiveness-for: the

+ economy-in progressive, tax: systems, -Buili-in: stabiliz- .

oersy _h_oweyer can-only:reduce - and,c_annot.el_tmlnate
-gconomie: fluctuations, so.discretionaty fiscal -policy
..or monetary: polrcy may be:needed to- moderate targe

: . fluctuations in the busmess oycle

4: To evaluate the dlrectron of dlscretlonary trscal pohcy,
adjustments: need to.be:made tothe actual budget deficits
or: surpluses;.. B

a. The: standardrzed budget is a better lndex than

> the actual budget of the direction of government fiscal

- policy ‘because-it indicatas what the Federat budget

.- deficit or .surplus would be-f the: economy ‘were 1o

‘operate at full efmployment.”’In the casé:of.a” budget
deficit;the -standardized- Budget:

(1) removes the oyclical deficit. that is prodUCed by

~.-a decline, in.real .GDP - because ofia downtum in- the
-business gycle,.and. . R

“(2) revealsthe.size:of the standardrzed deficit; rndloat-'

ing how expansronary the-fiscal policy was that year if
"*the econormy’ had achiéved its potential level of GDP.
-+ b. Recent data .on sstandardized: budget -défeits. ‘or
surpluses.show: the years:that. fiscal -policy was. ex-
. pansionary oroontractlonary -From:1993-1898 deficits
declingd+and: from-1999=2000- surpluses intreased,
~ 50 fiscal:policy was contractronary From 20002003
" surpluses dgcreased, and-deficits |ncreased 56 iseal
~zpolicy-was expansionary: From. 20032007 deficits: de~
- -elined;:so. fiscal pojicy.vas- contracbonary- W
-c. Figure 30.5 ih-the text shois past: _hanges in. U S

budgst defmlts and- surptuses It--alsox shows pro]ec-'

- - after an-election. -
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. tions, but these can .change -with changes in flscal'
policy and economic. growth. .

... d.: The .Social Security trust fund is a. pay—as-you-.go”

-system-that taxes payroll income and uses the money

" to payformandated benefits to retirees and others: The

- Jdrust fund currently generates-more; tax revenue than
expenditures for the federal govemment:- This surplus-

- in the Social- Security trust fund-decreases Federalbud-

: -get deficits. and increases Federal budget surptuses

,
o

5. Certarn problems crrtrcrsms and comphcahons 3

. arise-in enacting.and applying: frsoal palicy; .

a.. There wiltbe’ problems of: trm.'ng Fifst, it’ takes trme to
recognize the need for fiscal policy becauss jt takestime

- for dafa to be co][ected that provrde strong. evtdence of
- wdownturns;or uptums in.the: busmess cycles,

cond,
it tikes time for the U.S. presrdent and U.S. Congress
to-take the. approprlate administrativé! an legislative

- detighs-to. respond to arecognized problem:Third; there’
- isthe fHieed fortime tor; the' pottcy o becorne .Operational
~ and:take-the desired. effect:on; output or- inftation:,:

b. There may, be polrtrcal consrderatrons with fiscal
- policy. that- counter-the -economic.effects. . Elected of-
ficials mmay cause -a. political. business. cygle:if-ihey
',‘[ower taxes: and-ntreage spendmg before an- eleotlon

to stimulate ‘the economy and then do the opposﬁe

. c.Fiscal policy. may be Ie.ss effeotlve ,people expect

-+ it:to-be reversed in fhe future, thus makrng the pollcy
- temporary. rather than permanent - ’

d: The fiscal policiés of state and. local.',governments

~-canrin-counterip Federalfiscal policy and offset it (for
.. example, state:and Jocal fiseal policy-can, be contrac-

tionary while:Federal fiscal policy is‘expansionary),
~a-An expansionary-fiscal policy=may; by-raising the
- level of Interest rates:in the:econamy, reduce.nvestment

. =spending-and weaken therefiect, of the policy .on -real

- ‘GDP: The extent-of this crowdmg-out effect depends
on: the condition of: the -BCONOMY: The crewding-out ef-
fect is likely to-be relatively small when the economy

. Is in arecession ‘and.expetiences. slack investment de—
mand, Itis likely to be more serlous when:the.economy

Lis: near full employment because:ihe: pubtro demand for
money to finance government. competes with'the privaie
‘demand for monéy to. fund economic investments.

- f. :Current thinking apout: dlscretronary -fiscal” policy .

..shows diifering perspectrves -Some- economists think .
“{hat fiscal - polrcy s ineffective because. of all. the po-
tential problems and complications. They recommiend
the.use of monetarypoliey. to- guide.the economy.
Other éceonomists: think that fiscal policy cén be useful

. for drrect:ng the economy. and that.it can relnforoe or.
.. -support monetary potlcy There is.general’ agreement
- towever; that fiscal ‘policy, should be: désigned:so-that

“ jts incentives and «irivestments strengthen long—term
product:wty:and eoonomlc growth N

T B The publrc o'ebt at any t[me is the sum of the Federal
government’s previous annual deficits, Frinus ‘any-annual
surpluses. In 2007-the total publrc debt AWAS: sllghtly more
than $9 tifllion. w et B e B
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a. The public debt is owned by various holders of
U.S. seeurities (financial insiuments issued by the U.S.
- government to borrow money, such as U:S. Treasury
. bills, notes, and bonds). About half (53%) of the public
_ debt is héld by Federal government agericies (44%)and
.the Federal Reserve (9%). The other half (47%) is owned
. "by a-"public’ that includes- U.S. individuale (7%), -U.S.
banks-and financial institutions (8%), foreigners (25%),
-+ ahd ethers such as state and local governmenis {7%).
£ b. It is better lo consider the size of the debt as a
"";“p‘ercentage"ofi the economy's GDP than the absolute
amount because the percentage shows tHe capacity
of the economy to handle the debt. The percentage in
- 2007:(30.6%) wag well betow that of the 1990s. -
* ¢. Many ‘industrial nations have -public debis as a
“percéntage of GDP-that:are greater than that.of the
.-United States.” *~ -~ ‘ o :
< . divinterestpayments as a percentagé:of the economy’s
. .GDPeflect the level of taxation (averdge tax rate) re-.
. 'quired-to:pay intergst orf the public-debt-The percent-
age n:2007 (1.7%) was ‘down’from"previous years. .

7. The false contentions-about a'iarge debt.are that it -
will eventually bankrupt the: govemmerit and that borrow-’
ing' o finance: éxpenditures passes the cost on'io future
generations. e : o

_ a. The debt cannot pankrupt the government because
" the governhient ican refinance it by selling new bonds

.and using, the proceeds-to pay existing bondholders.

It.aiso has the constitutional authority to.levy taxes 1o
. pay‘the debt. H. Sl e B
.. .The burden of.the debt cannot be.shifted to fuiure
- generations because UsS. citizens and institutions. hold
mostof thi debt. Reépayment of any portion of the prin-
. cipal and the payment of interést on it do not reduce
- - thewealth of purchasing power in-the United States
‘hecause it would.be-paid-to U.S. citizens and institu-
.- tions. The-oply. exception is the payment Qf thepart of
. :debt that would go-to foreign-owners of the debt.

8. The public debt dees create realand potential proh-
lems in the.econamy. .- ] )
a. The payment of interest on -the debt probably
'ir)cre'ases income Inequality hecause this payment
_ typically goes.to wealthier individuals. e
b. The payment of taxesto finance these interest pay-

ments may reduce incentivesto bearTisks,to Innovate,*

o invast, and to.save, and therefore slow economic
growth in the ‘economy. o

.~ g. The portion of the debtheld by foreign o'ltizehs_'and ’

institutions (the external pubfic debt) tequires the

répayment of principal and the payment of interest to

foreign citizens -and institutions. . This repayment:wOLﬂd

- 'transfer-fo. foreignérs: a: pait. of the-real output of the
Y .8 economy. - BTN T

_d. Anincreasg in govemmentspending may impoge a

burden. on future generations by crowding out private

—

" Investmént’ spending, and thus reducing the future

-stock -of capital goods™. . .

(1) . ‘government:spending i$ financed. by increased '

:public .debt,- the increased borrowing of. the Féderal

. or.automatic, because changes in .net tax revenues Wil

government will raise interest rates and reduce ptivate
invesiment spending. Fulure generations will inherit 2
smaller stock of capital goods. - . .
(2) The burden imposed on futlire generations is less-
ened if the incréase in government expenditures is
for worthwhile public investments that increase the
productive’ capacity -of the .economy.. This public Adn- -
“vestment also can complement and stimulate private‘-
investment spetiding that increases the future capital
- stock. . - : Co :

9. (Last Word).#The index.of leading-economic indicators
consistscof 10 econemic. variables: the average lengih,of
thenvgfbr_k wael initial claims for unemployment insurance,
new-orders, for constimier goods, on-time performance-of
vendors;new orders for capital Goods, building permits for
houses, stockiprices, thesmoney.supply; spread ininterest

. rates, and -consuimer-expectations. The indéx is-used to

provide:clues”of: indications* abeut the-futyre difection of’

the egonomy, bUt it:i§ ndt‘a:precise, measure andcdn be |

mi_sjeadings.at.timé{s: s no

X HINTS AND TIPS

1. Fiscal poliéy‘-i_s-a brOad-bohcep't that covers several
kinds of policigs. The main diffetence is between distre-
tionary- and nondiscretionary fiscal policies. Discretionary

fiscal policy i$ active and means thiat Congress has taken:

specific a‘cti_oh's.f'to change- taxés .or goverhment-—spend-_ :
ing to influencé the ecenomy.:it-can "be:expansionary or °
contractioriary. Nondiscretionary fiscal policy-is passive, |

occur without specific dctions by Congress.: ~. "
2, An increase. in government spending that. is equal 103
& cut in taxes will not have an equal effect-on réal GIJ
To understand this ‘point, assume that the MPG is .75,.4h
increase in government-spending is $8 billion, and-the-
crease in taxes is-$8 billion. The multiplier would:be 4'b
cause it equals 1/{1 =..75). The incréase in governme
spending will increase real GDP by $32 billion ($8 billion
4). Of the $8 billion decrease’in taxes, however, one-quart
of it-will be saved ($8 billion-% .25 .= $2.billion) and:] 4
three-quarters will be spent ($8 billion- % 275 =-$6.biliier
Thus, the tax cut results in an-increase in initial spending:
in the economy of §6 billion; not $8 billion as wasihe ¢
" with the increasein government spending. The tax cutefiect;
“on real GDPis $24 bilion {$6 billion x 4),.not $32 billions
3; Make sure you know: the .difference between.a:
get deficit (government:spending greater than tax:
enug for a.year)-and the’public debt {the accumul_ati@:ﬁ
over:time-of budgét deficits. that.are- offset: by any. buddel
surpluses). Thesetwo.tétms are often confused.

4. Thebest way 1o gauge the size-of budget deficits
pUblic debt;iot intérgst on the public: debt-is:io ga
each one as:a:pelcentage ofreal GDF.Theg-absely
of these thrée items:is notf a-good indicator of whell
causes problemsforithe goonomy. = .




5. Try to understand the real rather than the imagined
problems caused by the public debt. The debt will not
cause the country to go bankrupt, norwill it be a burden
on futire generations. :

B IMPORTANT TERMS

sy s/

Councilqu Ecanbmic
Advisers (CEA)

. standardized budget
eyclical deficlt-
political business

. expansionary fiscal ‘ cycle
PO!'?V o Croviding-out effect
- budgét deficit B public debt

~ contractionary fiscal
" policy

budget surplus
built-in stabilizer

U.S. securities
external public debt .
public investments

SELF-TEST

Bt FILL-IN QUESTIONS
+ 1. Policy actions taken by Gongress designed to change
governmenit spendmg or taxation are (dtscretuonary, non-

digcretionary) . L fiscal policy, but when
‘the policy takes effect autornatically or mdependentiy of

Congress, then it is fiscal poficy.

2. Expansronany tlscal policy is: genera lly deergned to {in-

crease decrease) aggregate demand

and thus real GDP and employment in
the economy. ‘Contractionary fiscal policy i |s generally usedto
(increase, decrease) ‘ aggr.egate demand
and - thus real GDP to halt demand-pull
inflation. o . )

3. Expansionary -fiscal .-policy can - be achieved

with -an inc‘rea'se in (government .ependlng, -taxes)

, adecrease in __- .ora
combination of the two; contractionary trscal policy can be
achre\red by a.decrease m (government spending, taxes)

, an.increase m , or
& combtnatron of the two. :

4. An lncrease of ‘government. spendmg of $5 billion
from an expangionary fiscal policy for an-economy might
ultimately produce an. increase in real GDP-of-$20 billion.
This magnified effect occurs because of .the- (multlpher

-crowding-out)

T _eﬁect.
S Net taxes equal laxes (plus minus) .
3 Fansfer  payments and subsidies. (They are called
Y axes” in this chapter) In ‘the “United  States,” as
; GDD increases, tax revenues will (increase, decredse)

and as the GDP décreases, fax

.decreases)

-system there' is (more lese)

,expaneronary)

. cycle is (actual cycl:cal)
. cyclical deficit, the standardized budget deficit will be (greater
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6. Because tax - revenues ae - (directly, -indirectly)_
related to ihe GDP, the egonomy

has. somé (arlificial, builidn) _ “sta-
bility. 1f. the GDP increases, then tax -revenue. will

increase, and ‘the budget surplus - wrll (tncreaee
decrease) thus_ (strmulating,-"-re-
straining) * the economy “when

it is needed, When ' GDP -decreases,  iax - reve-
nies decrease, and - the -budget deficit (increases,

, thus (sﬂmu!attng, restrain-

ing) . -the economy when it is'-neede_d.""

T As 'GDP increases, the average tax rates “wil
‘increase with- a (progresswe proportional; regresswe)

tax syetem remain conetant with

a_._ e __ tax system, and decreaee wrth a

- .bu!.lt-m.
stability for the economy. . sl

8. If there are growing defrcrts in the standardlzed bud-
get, then the direction of, fiscal policy is (contractronary, .

“and if there are growmg_
surpluses in the standardrzed hudget, then fiscal polrcy is

LA dettcrt produced by swings in the busrness

. When there i isa

less) ' __than the actual budget deficit. :

9. Current contrlbutions for the Social Security
system mean that tax revenues are {greater, less).

than benefit payouts 1o retifees. Con-

_ tributions for-Social Security, therefore, create a (defrctt -

surplus) : that (adds to, subtracts from)

the size of a Federal budget surplus

10. Thereisa problem of fiming in the use of drscretlonary
tlecal polrcy because of the time between the beginning of
a recess:on or inflation and awarenees of it, or (an adrnln-

istrative, an operatronal, a recognmon)
lag; the time needed for Congress to adjust fiscal policy,

lag, and the time needed for flscall'

policy to take’ effect, or ' lag.

or

11. Political problems arlse in the applacatron of dtscretzon—‘
ary trecal policy to.stabilize the economy _because gov- -

ernment has (one, several) .
goals, State and local fiscal policies may (reinforce, counter)

Federal fiscal polacy, and polttlcrans "
may use fiscal poltcles ifi a way that creates (an intérma-

tional, a political) business oycle

© {2, Expectattone amongd hotseholds and busrnesees that *
fiscal policy will be revereed in the future make fiscal potrcy

tax system. With a progresswe tax -

economic - .
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{more, less) _ effective. For example, if
taxpayers expect atax cut to be temporary, they may ‘save

(more, less)

_intrease. in the.tax .rate and- spend
now As a result, -consumption and aggregate deimand

( :ncrease decrease)

3% When the Federal government employs an expansmn-
ary.fiscal policy to increasg real: GDP -and ‘empioyment
in the economy, it usually has. a budget (surplus, deficit)

ang {lends, borrows)
in the money rnarket These- actlons may (ralse lower)

mterest rates m the economy and

(stlmu]ate crowd out) pnvate invest-

ment spend[ng o
14. Current thlnktng on the adv1sab:l|ty and etfectlveness

of dlscretlonary tlscal pollcy shows general. (agreement, .

disagreement)- about the value of fis-

cal pdlicy in the short run, and general

about evaluatlng fiscal” pollcy tor |ts contnbdtuon o’ long-

un productlvlty growth
15: The publlc dehts’ equal te the sum-~ of the

Federal government’s past budget (defrcnts surpluses)'

minus its budget

-a;-Of the public debt, Federal government agen-
: “mes and the Federal Reserve hold. about’ (47,.53)

%, and commercial banks, fihan-
cial .nstitutions, - -state and . local governments and
' mdtvrduals and mstltutlons here and abroad hold

. about . . %.

b. Most..of. the public debt is (internal, external)

T ‘because foreigners hold ohly-about
{10,-25) % of it.
¢. The most meaningful way to measure the public debt

s relatlve to (mterest rates GDP)

- d. Compared with the. Untted States, the publlc debt
as a percentage of GDP in Italy was (h:gher lower)

' of GDP |n Poland was

16 "The. possrbtllty that the, Federal governrnent will go
.bankrupt is a false isdue. It does not “fieed to réduce
lts debt; it-can retlre matunng U S:: securities- by (tax-

:ng, refmanctng) thern. The govern»
mert: can also pay its debts by ancreasrng (mterest .tax)

rates

1? If the publlc debt is held domestlcally, then for U:S.

taxpayers it lS (a, lzabshty, an asset) and
. for U. S cmzens and ;nst:tuttons ownrng the U S debt

securittes, it is

now to pay. for a future

18. The public debt:and the payment of interest on it*may

(lncrease decrease) Income mequahty

in the. ‘economy and ] the incentives-to
work, take risks, save, and Invest in the sconomy. The
public debt is a burden on'an, economy if it-is. held by

(forelgners U.S. cmzens)

19, A pubhc debt lmposes a burden on future generatlons
if- the borrowmg done to finance an tncrease in govern-:
ment expénditures results in (an mcrease a decrease).

. in interest rates,, S sin

mvestment spendmg, and.
of capital good’s. jor future generations. " -

Cinihe sto_c'_l'é

20, The sizeof the bufden from the crowding out ot pra-

vate investiment is. lessened If’ government expendltures
are uséd to flnance worthwhile, (lnoreases decreases)

. In physical.-and human cap|ta| that con-
tnbute to the productlve capaclty of the economy, or if they

(encourage dlscourage) more private
investment that complements the pubhc investment,

21 TRUE—FALSE QUESTIDNS

Crrcle th t‘he statement is true Fif n‘ is false. -

1. Dlscretlonary fiscal policy is indépendent ’ of
Congress and’ left to the d|scret|on of, state and. Iocal'

_-governments o T F

2 Expansronary flscal pohcy dunng a recesslon or

depressron wil create a budget def:crt oF add loan exrstmg )

budget déficit.” R . P TF
3:°A decrease’in taxes is one of the: optlcns'that can be
used-to. pursue & contractionaiy fiscal policy =~ T 'F

4. To increase initial consurmption by a specific armotnt;
governmeni. must reduce taxes by .more .than:that

amount because. some of the tax-cut will. be saved by

households : T F

5. A reductlon in. taxes and an inerease in govemment
spendrng would:be charactenstrc of a contract:cnary fiscal
policy. : e - T E

6. Built-in staballzere are not sutllcrently strong tc prevent
recession or inflation, buit ‘they can reduce the seventy of

_arecessnon or lnﬂatlon I S F

7 “The less progressrve the tax system the greater the
eoonomys ~puilt-in. stabll:ty . o LT F

’ 8 The standardized buctget indicates how -much

government must spend and tax if there |s to be-ful}
employment m the economy _‘-T F

o. The Kéy 5 assessmg dlscretlonary fiscal pol;cy 15 ‘io
observe the change m the standardrzed budget T F

10, ln the Federal budget surpluses obtained from Socral
Security aré “ffeated as an oftset o current governrnent
spending. : . S BT F




.

opublrc debly, . eoivie e s

] 23, Seltlng _,U S

_ expansmnary’?

11. Ftecognttlon administrative, and operational lags.in

- the timing of Federal fiscal policy make fiscal-policies more

effective in reducing the rate of- mftatton and decreasing
unemp]oyment i the QCOMOMY. ' .- i T F

12, Economtsts wh '”s_ee ‘evidelics
ness %cle argue that' mernbers of Congress tend to in-
creas tag::es ard reduce” expendrtures before etecttons

. and 10 redUce -taxes, and mcrease expehdrtures ‘affer

forcrng the infendéd effect of thevtax eut on aggregate
demand. T T F

14, State and local governments f|3c:al polrmes have

retnforce the eﬂorts of the Federal

govern T" 'F

15. The orowdmg -out effect cccurs when ‘an expansmnary

fiscal policy decreases the interest: ratenncreases invest- -

ment spendtng, and:strengthens:- ftscal potlcy = F

18, The publtc debit'is the tofal accum ‘ K
cits, rninus ‘dny surpluses that th"'FederaI' goVernment

has tncurred over. time. Fer T F

17 The pubtrc debt asa percentage of GDP is hrgher in the .

Untted States than |n most other industrial natrons T F

‘ ‘.18 lnterest payments as a percentage .of. GDP reflect the

Jevel of taxation (average tax rate) reqwred to service the
w . + T F

19. A Iarge publtc debt will bankrupt the’ Federal govern-
ment becalise it cannot refmance the debt oriincrease
taxes to pay rt T T -F

20. The pubhc debt is also a pubhc credtt B - T F

21. The payment of. mterest on.the. public debt. probably -

T F

22. The addttronai THRES” needed to-pay the intetest on
the pubtrc debt mcrease mcenttves to work save :nvest
and bear rrsks e

increases income, mequaltty NG

seountles to forefgners to frnance
increased expendrtures by the Federal government im-
poses a burden on future generatlon SR

24 The crowd:ng outeffectrncreasesthernvestment—demand
curve and |nvestment in pn\.fate caprtal gocds T F

C .mvestments that
g can tncrease

25. |f governm 1] N
rncrease the caplta[ sto

the future productlon capaorty ‘of the eoonomy T F
g Mur."nPLe-cnmce QUESTIONS
Citcle fhe fez‘ter hat corresponds 3 the &S ’t" answer

1. Which. combfnatlon of pollcms _.‘wculd be: the most

F4 "f!.“‘ _-..

. (a)-an.increase:in: dgovernmentgspending’: and taxes
(b) a decrease In government spehding-and {axes

T F,

TOF

EIECT.IOI’]S "t R T F-
IR EN households expect thatatax Gut wrll' ¢ fe ;n-qutar_y, -
“they are likely to sperid mote and save less, thus.rein-

v

Government expenditures (G}
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" (c} - an+increase: in government spending -and a de-
crease in taxes
(d) a decrease in government spendlng and an in-
- credse:in’ taxes ; . - :

2. An economy is |n a recessron and the government ‘
decides to increase spendmg by $4. billion. The MPC
is..8. What would' bi&. thie-full- incredse in real GDP from

) the ‘thiange‘in govemment spendrng‘?

(a) $8:2 b1|l|on
Y $4-billion

_{c) $16 bilion : ' :
)y $20 bilion T T SR e

3. “Which combination of flscaf potlcres would be the

maost contractionary?
(a) an increase in government spendmg and taXes
(B) 4 decréase in gcvernmeht spen'_‘ng and taxes
(c ap tncrease tn government spendmg and a de—-‘
créads in taxes ' .
L(d).a, decrease rn government spendrng and an in- -
crease in faxes’ ’ .

4:Whén gOVernment tax revenues change automahcatly
and in a- countercychcal direction over the oourse of the
Busingss cycle; this is‘ai’ “example-of e
{a) the political business cycle
{b) nondiscretionary- fiscal policy
(c) the standardtzed budget
{d)- crowdtng gut- .

5. if the economy s to haveabunt 1n stabrhty, when real
GDP falls,
(a) dax revenues. :and government ‘transter payments
" poth should fall
{b) tax reverues and gcvernment transfer payments
both shoutd rise

(c) tax revenues should fall and government transfer .

payments should rise
{d) tax révenues-should rise and govemment transfer
payments should fall .

-

) Ansvver Questions 6, 7, and 8 on the basis of the fo_ffow~'

ing ‘diagram.

m

and tax revenues
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6. If the slope ‘of the line’ T were steeper, there would be
_ {a) more built-in stability for the economy
- (b} less buill=in -stability for the economy - :
“:{e) 'no change in the built-in stability-for. the |conomy
» {d) the need for move emphasls on dlscretlonary flscal
pollcy ST ;

? i the slope of the I:ne Twere flatter there would be
“from. Y5 to Y,

(0) smaller cyclical deficits produced as. GDP moved
from Yato Yo ’
- {c) larger standardized detrcrts produced as :GDP
moved from Yy to Yo -~

. {d):smaller standardized deficits produced as GIP
moved- from Y3 to Yg S i

B ‘Astions :by the “Federal’

progressrvrty 3f the 14
(a) flatten the slope ‘of

) <stabillty , "

" (b) flatten the siope’ of Irne k3 and_decrease urlt—m
stability

- {6); steepen the slope of llne T and lncrease buitizin
‘stabtllty

(d}. steepen the slope of Ilne T and decrease bullt'rn
- stabr!:ty Co ey .

U

EAN

Use the followmg tabr'e to answer questrcn 9 The ‘table

_shows -the: standardized . budget deéficit or surplus as a_

percentage of GDP over a frve year perrod

[

. v
i

Deﬂcrt ( ) Surplds (+)

JXear - .,
1 m2a% e
co TR0 T
3 B -
S 'L%." . . +0.5 e .1 -
. 5 - [

-‘ '~F10 ._.':""'. 3

e

9. ln wh:ch year was fiscal polrcy expansronary’?
{a) Year2
(b) -Yeard
(€) Year4 g
(d) Year 5

) ‘IO If the standardized budget ; shows a- deficil of about

$200- billion and_the actual .budgét shows. a’ deficit of

about $250° billron over a several -year penod It can be

concluded that there is a
(&) cyclical. deficit -
- (b) recognition lag
*{e), crowdlng -out eﬁect
() polltrcal busrness cycle

i1.:1f the standard|zed deficit: as a.percentage of GDP is

- Zero ong year, and- there isa. standardlze_d budget surphJs
the riext year, I can.be conoluded thal

(a) .fiscal polrcy rs expanslonary

{b) fiscal policy is contractiohary”

(c): the federal governmenit is borrcwrng money
(d) the fedéral government is lénding money

government to rncrease the _flscal pollcy

12 If there-is:a surplus for the Social-Secuity program
ina glven ‘year, then this Socral Secunty surplus will in-
crease., .
(@) a Federal budget defrcrt tbat year
‘(b).a Federal budget surplus that year
(c)_ in terest payments an-the publrc débt_
(d)‘hotdmgs of us, s currtres by forelgners

13 “The length of:dime- mvolved tor the fiscal action taken
by Congress to aﬁect output, employment or the: prlce
level is referred to as the

(a) admilnrstrat e lag

(c) {.recognitron lag
(d) frscal lag o

g result of gdver “ent borrowrng ll’l 'thie
money market which " :
s (a) Jncteases- interest: - rates and et |n‘vestment
- speriding in-theseconomy ™1 2. 1 T end
(b)- increases. interestrates and decreases net invest-

.ment spendrng_.-., e
... (€Y decrea interest °
investment spendrng ) _
(d) decreases rnterest rates and net lnvestment

;.j_l .-'Spendlng L E AU LIRS P T TP )

rates,\.'and mcreases * net

1. Current thrnklng about drscretlonary flscal polrcy
amiong ‘rhainstieam’ economists rs that it should" be de-
signedtos = aere n : :
(a). counteract the effects of monetary policy
-.{b) .contiibute to long:run economic growth, . . -
{c) “fine tune" the econcmy in the short ruf,
‘in the long run R
(d) contro) tnflatronary pressure but not be used tc
fight recession - A -

,:,",,3-.

‘16 ‘The. pubhc ‘debt-isthe sum-of all* prevlous

_{a) expenditlres of the Fedéral government
- (b). budget deficits.of 1he. Eéderal. qovemment
(c). budget ¢ deﬂclts minus.any. budget surpluses. ot the
Federal: government )
(d) budget surpluses iess the current budget defrcrt of
“ thé Federa[ government : aT e T

" 17, To place the pubhc debt in perspectrve based on the

wealth and productlve capac;ty of the economy, it lS more
migapingfultg. - v« mInEeT :
(a) .examme' ‘ahsolute:size:

qi fesiic 'pro'duc't
;. EXports, and ’the trade

deflcrt *

‘18, According to-many, economrsts the pnmaty burden

of the debit i5-the, R
{a) absolute size of the’ debt for the economy
(b} annual |nterest char es from bondsis_o]d to fmance
the' publtc debt
()" ’defrcrt ansrng froni-a” declrner |n exports and in-
crease in |mp0rts . ;

T

= {d}-government: spendrng that the publrc debt frnances

for:the egonomy.= . w r¥inotia g e o5 1



19. A major reason that a public debt capnot bankrupt the -
. Federal government is- because the Federat government-:

- has
(8) an annuatly batanced budget
(b} ‘the Socjal- Security triist fund. .
(c): the power 1o levy faxes
( ) F etr?ng mititary defense

20.: Incd?nn an internaldebt to finance a war daes not pass
the cost of i e “war on to future.generations because

{a) the opportunity cost of the war was bome by the -

' -gerieration that fought its,
" (b) the government need not pay lntereet ot mternatly

held debts” .

(c) Ahere is never.a need for government to reflnanoe
~the debt
f""(d) wartrme rntlatron reducee the retatrve enZe of the
" debt

21 Whrch would be a consequence of the retlrement
- of the dnternally held (U.S: -ownegl) partion. of the- pubtrc
debi?
(a) a reduction in-the’ nation's” productive. capaclty
(b) a reductlon,m the nation’s standard of-living .
A tnbutlon ‘of “the* nation’s i i

demand m the economy

22, Whroh IS anlrmportant consequence of the pubt:o debt

of,the: Unlted States?

. |/ B
--(8). |decreases: the:.-;need for

S‘. secuntres T

{b} i traneters a portlon ot the U S output to foretgn :

' naﬁons
HEY T reduces the..ingd

' (©). lower faxes, dnd thus |
and invest N

(d). h[gher taxes, and thue reduoed incentlves to. work .

- and lnvest

24T he crowdtng out etfect ot borrownng to ﬁnance an
rncrease in government expendlturee
@ reduces ‘current spending for pnvate rnveetment
*(b) ‘Increased the' pnvately owned stock ot real
capital - :
{c) reduces the
generations
(d) increases incentives to 1nnovate

economlc burden on future

25. The crowding- out etfeot from government borrow;ng
is reduced when . ° o :
{a) interest rates gre rrsmg L
(b) the economy is operating at tult employment
{c} government spendlng :mproves human cap:tal in
the economy .
(d}-private rnvestment spendlng can substttute for
government spending .

me‘ nequalrty ins the Umted :
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& Pnoeuznns

1. Oolumne 1 and 20 the foltowmg tebte aré an ‘aggre-'
gate: euppty schedule. Coiumns 1 and 3 are. aggregate
demand schedules.

W @.. . @ @
-~ - ADs

Pnce Ievet . Ftea[ GDP1 AD1 B

220 T $2390 $2100'“ ©$2500
200 . . 2390° 2200 2340
wd90 1 280 2250 . . 2350
gy -Ug300c T 280074 2400

160 . - . 2200 2400 ... 2500
_-a; The equmbnum real GDR: |s$ . - sand
= HREpride level 18" T AT

b Suppose that- lan expansronary frscal' polroy in-

Nettax
: revenuee o
$170

oy when Teal GDP_ ncreas' y' __5__1}), n‘et ':tax

revenues,. (increese decreaee)

by $. e Cotr e
'--(2) when reat GDP decrea es by $100 net tax

revenuee {i deorease)

- by §
_:(3) the: relatlonehtp between real GDP and net tax

ease

revenues i (drrect rnverse)
b, Assumé the simplé imuitiplier has.a value of; 10 and
“that- mveetment ependrng in: the economy decreases
 by-$10. -
() K net tax revenues. rernarned conetant the equrlrb-

roum: real GDP. woutd decrease by $ e
(2) But when real GDP decreases, net tax revenues
. also decrease; an )

cowill tend to: (rncrease -decrease
- teguilibrium réal GBRY
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oo e W

_ By NG N
‘Real - Net.tax Average Net tax Average ~ ' . -Net tax - . !.. Average:-. Government -
GDP .. revenug .- . fax rate. - “revenue ~ tax rate revenue tax rate spending:.
T$1000 . 100 . - ot % - - $100. o % $100 - - it % 0 T $1200
* 1100 w120 - . - 110 : 108 - SRR 1~ o B
1200 . 145 . 120 115 T 20
1300 CTs . 130. —_ t20- L - o 120

. '(3) If the ecofiomy were in a recession and produc:ng a

1400 Coeto . 0 T 140

{3) And, therefore, the d,ecrease in real GDP brought
about by the $10,decrease in investment spanding will

- be (more, less) __ __- than'$100. -

(4) The directrelationship between net tax revenues and
real GDP has (lessened; expanded) .. - ¥

the impact of the $10 decrease in investment spending

on-real-GDR.
Suppose the.. srmpte multrpller rs atso 10 and

government W|shes to increase the” equrhbnum real GDP

by $50 .

() net tax revenues remalned constant, government

- iould ‘have to- increase |ts purchases-‘of - goods and _

~A(|ncrease decrease) _ _ e equrhb?
: "num real GDP, PR

services by $___ :
(2) But when real GDP rises, net tax revenues also

“fise, and thts nse ~|n net tax revenues wrll ténd- to

' ment purchases w;ll also be to mcrease ‘the equrhbnum

real GDP by {more,. less) _ e than $50.

{4 ) ‘The diréct retatronstvp between net tax revenues and

real GDP has (lessened, expanded) ]
the effect of the $5 increase in government purch

.Sl

and to raise the equilibrium real GDP by $50, the govern-

ment will have to increase fts purchases by (rnore, Iess)
than $5.

d Imagme that the full-employrnent reai GDP of the

:economy s $1150 and that gove_rnment purchases of

"' goods and setvices are $200.

(1) Comp!ete ‘the " previous tabte by entering the

. govemment purchases and computing the budget deficit
- ‘or surplus ateach of the.real GDPs, (Showa- government

deficit by ptaclng a-minug sign in front of the amount by

- which expenditured* exéeed netiax revenues:)
{2) Thé standardized stirplus gquals $

feal GDP of $900 the budget would show a (surplus,

,--.det[c|t) oo - of§
_(4).This budget deficit'or surplus makes it appear ihat

government is pursuing (an. expansionary, a contrac-
"tiorary) o fiscal pollcy, but this deficit

Sor surplus is not the result-of.a. countercycllcal fiscal,

policy but the restilt of the
{BY If government did not change its hit tax rates,

it could increase .the..equilibrium real GDP from

" $900 - to the full- employment real. GDP of $1150 by.

123 . e 120
" ingréasing its pu'r:c‘h‘ases by (ap'proxlmately)%_?o.
. At the full-employment real . GDP .the ."budget

wauid show a (surplus, deficit) - o of

. $ I
(8 I government d|d not change its purchases it would
increase the equrl:bnum real GDP from.$200 to the full-
employment real GDP of $1150 by decreasing net tax rev-

- enues atall real GPPs by a lump sum of (approximately)
- $80. The standardlzed budget wou]d have a (surplus

' _deflcrt) : . of$

3. a Complele the table at the top of the page by. com-
putrng the average tax rates, glven 'the net tax revenue data
|n columns 2, 4, and 6 Catculate the average tax rates in

s ,'-."1 tu.')""-'- P

'b. .As real GDP increases in' cclumn A, the average
- tax rate (|ncreases decréases, ‘remarns the same)

|ncotumn3 R

~columni 5, and con e et inecolumne 7 The
- tax system is (progressnve proportronal regresswe)

SIS Y S ate .,;,.'_.;,-.

: rn column 2‘i

column 4 and . [n co!urnnB C
“e. On thie graph &t the top ot the hext page, plot the real
GDP gk tax revenug, and govemment spendtng data
_ given iR dolamiis 1, 72,74, 6, dnd 8. Tha tax fevenue
~ system wrth “the.’ steepest slope is found in" column
L anditis (progresswe proportronal regressrve),

- while the one with the flattest slope

is found in column S and it is

4. a. Complete the tab]e below by stating whether the
direction. of discretionary frscal policy was contracttonary
- (C), expansionary (E), or nelther (N), given the hypothehu
cal budget data for an’ economy.

m @ e
Actual budget Standardized e
-deficit (4 or  hudget deficit (—) " Directjon of

Year - surplus (+), or surplus (+) - . 'ﬁséal"po']tcv
1 —§i70bilion - $t80billon” "~ 7 -7
2 - 1gopilien .- g0piien.
3 - + 40“t5nston © % Zobiion T e
4 .60 bilion ., .~ 50 btzuonw.‘. o
5 - 120 bition
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w

enues, T

hediures, G,and

I
LR

is
(=)'
i

eX|
f

net tax

:

o

Government

T (actual standardlzed) iy "".i
for surplus because it removes the, (cyclical actuat)

component from the CI]SCLISSIDTI of

-;.the budget situation.
c.: {1)In what years were re cycti'," 5

. what Was the amount of the tyelical. def!mt in each of

Real GDP'™ "7

5 The followmg tab!e gtve data on iftérest’ rates,and

Ly

mvestment demand (ln blII|ons of dollars) in & hypothetlcal '

economy L

s

tnterest rate

-.10%

';b Nowassumethatthedeftcltlsusedt lmprovethe
-’.'-'capttal stock’ of the economy Aiid that, a8 a ‘conse-
'quence the lnvestment-_
from Ig7 to fgp At thé “same time e fitcrest rate
rises from 4% 10.6% a the overnment borrows
- money to finance “the "disficit ) uch\crov\tdlng
' out of pravate |nvestment w:ll occur ln thts case‘?

G. Graph the two tnveetment demand echedules on the '

next graph and shiow. the dltference ‘bétween ‘the, two

" eventsPut the:; mterest rate: zonthis: verttcat Fxis-and. the .

. quantity. of lnvestment demanded on the horiZontal ;axis.

demand schedule chariges

1z What are the Federat government’s three optlons for
conductmg -either.an expansmnary flscat pollcy Qrra-cone
tractlonary fiscat poltcy'? L

3. What is the effect .of the muttlpher on the initial
change in spendmg from:fiscal. policy?” Whén the govern-
meht wants t&Hincredse’ initial consumptuon by & specific
amount,-why must the government reduce taxes by more

_ than that.amoéant?™~ :

4. Explam the fiscal policies that woutd e advocated

. during aretession and dunng a.period of inflation by. those
who (). wish o expand e public: sector and (b) ~w15h fo
contract: the gizé of governmeht .

5.-What Is built-i |n stabt]tzer’? How do the. buttt—m stabl— :
Itzers work toyeducerises: and falls inthe: tevet ‘of nominal
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6. Supply definitions of progressive, proportional, and re-
gressive tax systems, What are the irriplications of each type

. of tax system for the built-in stability of the economy?

. 7. Explain the distinction between & cyclical déficit and
a standardized deficit."'Which type of deficit provides the
best indication of the direction of fiscal policy? Why?

8. Didcuss the history-of recent U.S. fiscal policy based
on chafiges in the standardized budget.

9. Explain the three kinds of time lags that make it diffjcult

- to use flsca[ policy to stabilize the economy

. 10. How might the d:reotloﬁ of tlscal policy at the Federal

~ 9’? S ww -

level be countered by.the actions of state and local gov-
ernments?

11. Evaluate the strength of a crowding-out effect when
the economy is in recession or experiéncing a period of
strong economzc growth.

12. What is the current thtnkmg about the advnsabtltty -and
effectiveness of dlscretlonary fiscal policy?” :

135 How are budget déficits and surp!uses related to the

pub!lc debt?

14. Who owns the publ:c debt’? What percentage is held
by the two major groups? What’ percentage of the public
debt is héld by tore:gners’?

15: ‘Why cant 'the public debt result in the bankruptcy
of the Federal: government’? What two aot|ons can the
government take to prevent bankruptcy’? STy LT

16 If most of the pub]tc -debt was owned by Amencan
‘c:tlzens and mstrtuttons and the government demde to
pay oft the debt _what W _qu happen’? ‘Explain, -

1 ] : ubhc‘ debt that
resuited from World War II a burden borne by'the warhme
generatlon or tuture generations?- Explaln

18, How “does the pubttc debt atfect the dtstnbutton of
income and incentives 1o Work to save or to assume nsk
in the eoonomy‘? N P o

19: Whét dre-the 'econpmic tmpllcatlons of the portton of
the' public debt held by foretgners? . -

20. How does'the public debt:crowd out private investment
and impose a burden on future generatlcns’? What two qualifi-

cations fright lessen the crowding-out effect on the size 6f the .

econdémic burden that has shifted to future generattons'?

‘ S FtN_SW'EF‘S' "' z

" Chapter 30" Fiséal Poliéy, Deficits, and.Debt
FILL-IN. QUESTIONS

~discrétionary, nondiscretionary

‘increase, incréase, decrease; decrease

government spending, taxes, government spendmg, taxes
'multlpher

“mirius, increase, decréase’
-t’dtrectty, built-in; increase, Testraining, increases, sttmulattng
_progressive, proportional, regresswe more o

8. expansionary, contractionary, cyciical, less

9. greater, surplus, adds to .

10. a-recognition, an administrative, an operational
11. several, counter, a pofical ~~

12. less, more, less, decrease

13. deficit, borrows, raise, crowd out

14, -disagreement, agreement '

15. deficits, surpluses; a. 53, 47 b. internal, 25; c. GDP; d“
htgher lower

16. 'retlnancsng,,tax. )

17. a liability, an-asset

18. .increase, decrease, {oreigners

19. an increase; a decrehse, a decrease

20. increases, encourage

TRUE-FALSE QUESTIONS - _
616 19.°Fp.

1. F, p. 608 10, T, p. p. 620

2. T, p. 608 H. Ep 617 - 20.T,p. 621

3. F, pp. 609,611 12! K p. 617 21. T, p.-621

4. T, p. 609 13. F, p. 617 . 22. F, pp. 621-622

5. F, pp, 609611 .14. F,p.618 . 23, T p.622;

6. T,pp. 611612 15. F, p. 618 24. F, p. 622 _

7.°F, pp. 612-613. 16. T,p. 619 - 25 Ty pp 622,-624

8. F p. 613 - 17. Fp.620 - :

9. T, pp. 813-615 18. T, p. 620 “_

MULTIPLE-CHOICE QUESTIONS _ §

1., pp. 608-609 10. a, p.'613,7.- 19, °¢, p. 621

2. d, pp. 608-609 11. b, pp. 614-614 20, a, p. 621

3. 'd, pp. 609-611 12, b, p: 616 - 21.7¢, p.'621 -

4. b, pp B11-612-:13. bpret7 ¢ 22 byprezeTe

5. ¢, pp. 612-613 14. b, p.618 “23: d, pp 6217622
" B. a pp. 612-618 15.'b, p. 618 24. @, p.622

7. b, pp. 612613 16. ¢, p: 619 -25. ¢ pp 6‘22 624
8. ¢;pp. 612613 17..0,p. 620 ..

9:-:a, pp.613-615 18. b, p..620- >

PROBLEMS. -

1. 32300 180; b 190, 2,350 : o

2. “a. increase, $10, (2) detrease, $20, (3) direct; b (1) $100
(2} increase, (3) less, (4} lessened; c. (1) $5, (2) decrease, (3)
less, (4} lessened, more; d. (1) government purchases are $200
at all GDPs, governiment surplus or defieit: —30, —20, =10, 0, 10,
20, 30, {2) $30, (3) deficit, $20, {4} an expansmnary, recesston

(5) deficit,- $40, (6) deficit, $50

3. -d.-column 3: 10.0, 10.9, 121, 13.5, 15.0; column5 10,0 at
each GDP level; column7 10.0, 9.8,.9.6, 92 88 b. Increases,
remains the same, decreases Ppragressive, proporhonal regres-
sive; ¢. 2, progresstve 6 regresstve ‘

4, ‘a (Yeat 1-2) céintractionary, (Year 2—3) contractlcnaty,
(Year 3-4) expansionary, (Year 4--5) expansionary; b. stan-
dardized, eyclical; c. (1) yéar 1 ($40 billign), year 2 ($30-bil-
fion), year 4 {$10 bl||IDrt), year 5 ($20 btllton) (2) year 3 ($20
btlllon) .

5. a. $50 blillon b none, &: graph

SHOHY _Ansvvsn AND ‘ESS:AY, our—:sn_ows
8. pp. 614-615  15. p. 621

1. pp. 808811

2. pp. 808611 "9, p.®17 6. p. 621

3. pp. G08-G11 10. p. B18 7. p. 621

4, p.611 7 i p: 618 ~ 718:"pp. B21-622
5. pps611-612 - ~i2  pp.-6182619- 9. p.-622 &~
6. ppr&l2-613. 13, prBigs # 7 20 ppr622,624
7.-pp. 613-614 - 14::pp.B19=620. = - . o0




